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originally proposed by Ameritech by 20 percent, the Commis
sion predominately adopted the Ameritech recommendation
for treatment of shared costs which relies upon unsupported
demand forecasts. The Commission's ruling is, according to
AT&T and MCl, agaInst the weight of the evidence presented
at the hearing.

(5) Rehearing on this issue is denied. The Commission fully
considered the evidence of record in making the clarification
of shared costs set forth in our September 18, 1997 Entry on
Rehearing. We have consistently noted that Ameritech's
proposed methodology for allocating shared costs was a rea
sonable starting point; however, we also share the concerns
raised by the intervenors (including AT&T and MCl) with
particular inputs into the shared cost calculation. In fact, we
specifically pointed to the insufficient evidence in the record
supporting Ameritech's demand forecasts as one of the justifi
cations for reducing the pool of recoverable shared costs by 20
percent. Therefore. 'contrary to the position expressed by
AT&T and Mel. we did consider the lack of evidence support
ing the demand forecasts when reaching a decision on the
issue of shared casts.

It was also not unreasonable for us to acknowledge in the
September 18. 1997 Entry on Rehearing that adopting AT&T
and MCl's position on shared costs recovery (namely. that the
20 percent reduction should have been made to the percentage
mark-up which resulted from the application of the shared
costs to the extended TELRICs proposed by Ameritech) would
amount to a double reduction in the amount of recoverable
shared costs. It is undisputed by AT& T and MCl that the
overall effect of the Commission's June 19, 1997 Opinion and
Order as modified on rehearing actually reduced the TELRIC
prices proposed by Ameritech. Thus, it is clear that inserting
the lower TELRIC prices into a shared cost calculation multi
plied by a percentage mark-up reduced by 20 percent (as pro
posed by AT&T and Men would result in an unjustified addi
tional reduction in Ameritech's recoverable joint costs. On
the other hand. permitting Ameritech to recovery the entire
pool of joint costs (as reduced by 20 percent to reflect the
legitimate concerns expressed by the intervenors regarding the
lack of evidence supporting particular items proposed to be
recovered) does not result in an unjustified additional reduc
tion in Ameritech's recoverable joint costs. For these reaSOns.
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the Joint application for rehearing submitted by AT&T and
Mel must be denied.

(6) Ameritech argues in its application for rehearing that the
Eighth Circuit Court of Appeals (Eighth Circuit), in a Order on
Rehearing issued October 14, 1997. conclusively determined
that Section 25l(c)(3) of the 1996 Act does not obligate an
incumbent local exchange carrier aLEC). such as Ameritech, to
permit a competitive local service provider to purchase an
assembled platform of combined elements in order to offer
competitive telecommunications servic:es.3 Rather.
Ameritech avers, the Eighth Circuit was clear that an ILEC
must provide access to the network elements only on an
unbundled (as opposed to a combined) basis. Consequently,
Ameritech maintains that the September 18, 1997 Entry on
Rehearing must be modified in two respects. Namely, the
Commission should eliminate Ameritech's obligation to
perform cost studies for combinations of two or more unbun
dled network elements. Also. the Commission should cancel
the further proceedings intended to investigate whether or to
what extent Ameritech must provide "common transport" as
requested by a number of competitive local service prOViders.

(7) Ameritech's application for rehearing concerning certain
unbundled network combinations it agreed to prOVide to
AT&T and MCI in their respective interconnection agree
ments as well as the cancellation of further proceedings on the
issue of shared!common transport is denied.

Regarding combinations, the Commission found that the
obligation to conduct and produce cost studies regarding cer
tain network element combinations, agreed to by Ameritech
as part of an arm's length negotiation with AT&T and Mel
and incorporated into the parties' respective interconnection
arrangements, was valid and enforceable. 4 The Eighth Cir
cuit's Order on Rehearing notwithstanding. Ameritech's
agreement. through the give and take of an arm' 5 length
negotiation process, establishes an independent basis upon
which to enforce the terms of the interconnection
arrangements, as negotiated, and to reqUire the company to
prOVide TELRIC studies for certain unbundled network
combinations. In so doing, we are enforcing the terms of the

-3-

3 Iowa UtJlilies Board v. FCC, Nos. 96-3321, ~t at, Order on Petitions for Rehearing (October 14. 1997).
4 The Commission approved AT&T's interconneclion agreement in Case No. 96-752-TP-ARB and MCl's in

Case No. 96-888-TP-ARB on February 20. 1991, and May 22, 1997, respectively.
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interconnection arrangement to which Ameritech agreed. In
making this decision. we affirn{our previous position that we
are not passing judgment on the manner in which Ameritech
proposes to price the network element combinations it agreed
to provide as part of the interconnection agreements. Rather.
without an actual cost study, with supporting documentation,
we have no way of knowing whether the prices Arneritech
proposes to charge AT&T and Mel for unbundled network
element combinations are reasonable. It should also be noted
that the Eighth Circuit's October 14. 1997 Order on Rehearing
is not at all clear regarding state decision-making. The
decision centered on the FCC's authority under federal law
relative to the states and did not address state action under
federal law or state action under state law. We need not reach
this issue at this time since our local guidelines. for the
present. appear to be generally similar to the Eighth Circuit's
decision on combinations. We will continue to examine this
issue in the future as it is presented to us.

Ameritech's request for a cancellation of the further·proceed
ing to investigate the issue of shared/common transport is
likewise denied. As noted in theS~8, 1997 Entry on
ReheaTing, the issue of shared/common transport is highly
complex and has engendered significant debate. Conflicting
decisions being rendered by the Federal Communications
Commission (FCC) and the Eighth Circuit Court of Appeals
further complicates this matter. It is dear, however, that the
FCC. when faced with a similar argument as that made to this
Commission by Ameritech. rejected Ameritech's contention
and found shared transport to be an unbundled network
element,S Thus, at a minimum, Ameritech must submit fO~
our review and approval a TELRIC study on the unbundled
network element of shared transport as defined by the FCC.
The Eighth Circuit's October 14, 1997 Order on Rehearing,
which further clarified the issue of combinations. only rein
forces our earlier determination that shared/common trans
port be subject to a further inquiry designed to sort out pre
cisely what Ameritech's obligations are on the issue. For all
the foregoing reasons, Ameritech's October 20, 1997 applica
tion for rehearing is denied.

-4-

5 Amerltech distinguishes ·common transport" from "shared cransport", The former, according to
Amerttech, represents bastc network connectivity end. as such, is a transport service as compared to
shared transport which is a network element. Common transport is. Ameritech maintains, thus
inextricably intertwined with switching.
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It is. therefore.
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ORDERED. That the applications for rehearing timely filed by Ameritech and
jointly by AT&T and Mel are denied as set forth in Findings (5) and (7). It is. further.

ORDERED. That copies of this Entry on Rehearing be served upon all parties of
record. their counsel, and any other interested person of record.

THE PUBLIC UTILITIES COMMISSION OF OHIO

,----------
Craig A. Glazer. Chairman

lolynn Barry Butler

---._-------
David W. Johnson

----..--------
Ronda Hartman Fergus

Judith A. Jones

JRJ;geb Entered In The JDumal
November 6, 1997

Gary E. Vigorito
Secretary
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THE PUBUC UTILITIES COMMISSION OF OHIO

In the Matter of the Review of Ameritech )
Ohio's Economic Costs for Interconnection, }
Unbundled Network Elements, and Re- ) Case No. 96-922-TI'-UNC
ciprocal Compensation for Transport and )
Termination of Local Telecommunications )
Traffic. )

ENTRY

The Commission finds: (e-

(1) On June 19, 1997, the Commission issued an Opinion and Or
der, as modified and clarified in Entries on Rehearing issued
September 18, 1997 and November 6, 1997, addressing in detail
the total element long run incremental cost (TELRIC) studies
submitted by Ameritech Ohio (Ameritech) in this matter.
These TELRIC studies were developed to establish the rates for
unbundled network elements which Ameritech proposes to
charge competitors for provisioning unbundled network ele
ments as required by the Telecommunications Act of 1996 and
this Commission's local service guidelines set forth in Case
No. 95-845-lP-eOI.

(2) As required by the Commission's September 18, 1997 Entry on
Rehearing, Ameritech, on October 31, 1997, submitted another
version of its TELRIC studies to the Staff and the parties that
signed confidentiality agreements with the company in this
proceeding. Staff has been meeting with the parties to deter
mine whether the requirements of the June 19, 1997 Opinion
and Order and the subsequent Entries on Rehearing have
been followed. The Staff's review of the TELRIC studies sub
mitted on October 31, 1997, is expected to conclude shortly.

(3) At this time, the Commission deems it appropriate to com
mence a second phase of this proceeding. During this second
phase, Ameritech is directed to develop TELRIC studies cover
ing issues emanating from the past arbitration proceedings
and to submit those studies for Commission review and ap
proval. Those issues on which Ameritech is directed to de
velop TELRIC studies include compliance inspections, dial
tone tests, unbundled dark fiber, manual interfaces, and the
unbundled network element of shared interoffice transmis
sion facilities (also known as shared transport) as defined by
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the Federal Communications Commission in its Third Order
on Reconsideration, CC Docket 96-98, released August 18, 1997.
This shared interoffice transport extends to all of Ameritech's
interoffice transport facilities and not just to interoffice facili
ties between an end office and tandem. Thus, Ameritech is
required to provide shared interoffice transport between
Ameritech end offices, between Ameritech tandems, and be
tween Ameriteeh tandems and end offices. Ameritech is not,
however, required to provide shared transport between its
switches or serving wire centers and requesting carriers'
switches. Nor is Ameritech required to proVide shared trans
port between its switches and its serving wire centers.

In addition to the five TELRIC studies identified above,
Ameritech is directed to develop and submit for Commission
consideration, TELRIC studies governing the network ele
ment combinations that Ameritech voluntarily agreed to
proVide in the AT&T Communications of Ohio, Inc. (Case
No. 96-752-TP-ARB) and MO Telecommunications Corpora
tion (Case No. 96-888-TP-ARB) arbitrations. As a final matter,
we note that Ameritech has been directed to develop and
submit for Commission approval, guidelines which will pro
vide requesting carriers with a clear indication of the circum
stances under which non-recurring charges will be applied so
that these carriers can make informed decisions regarding
which services and unbundled components to request from
Ameritech.

(4) Ameritech is directed to develop the TELRIC studies and the
non-recurring charge guidelines identified in Finding (3) and
to file such with the Commission and with the parties enter
ing into confidentiality agreements with the company by
April 30, 1998. Staff is directed to work with the parties to
identify a procedure whereby these additional studies are sub
ject to the appropriate regulatory scrutiny.

It is, therefore,

ORDERED, That Ameritech comply with Finding (4). It is, further,

-2-
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ORDERED, That a copy of this Entry be served upon all parties of record.

TIlE PUBUC UTILITIES COMMISSION OF OHIO

Craig A. Glazer, Chairman

JRJ/vrh

\
•
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STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

Illinois Commerce Commission
On Its Own Motion

Investigation Into forward looking cost
studies and rates of Ameritec:h Illinois for inter-:
connectton, network elements, transport and
termination of traffic.

Illinois 8ell Telephone Company

Prapose4 rates, t.-rns and conditions for
unbundled n8twOl1( elements.

Consolidated

rf

February 17, 1998
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STAT! OF ILLINOIS

IlliNOIS COMMERCE COMMISSION

Illinois Commerce Commission
On Ita Own Motion

Investigation into forward looking coat
studies and rate. of Amerltech lItinois for inter- :
connection, netwark .'ements, tr8nSport and
terminalion of traffic.

IUinois Sell Telephone Company

Proposed rates. terms and conditions for
unbundled network .'ements.

By the Commission:

I. INTRODUCTION

Consolidated

R

On August 21 and 23, 1916, respectively. Teleport Communicmions Group, Inc.
("TCG·) and AT&T Communications of IIlinoi., Inc. (-AT''') fifed motians to ..v.... from
then-pending arbitrations unet.,. Section 252 of the feaeral Telecommunications Act of
, 996 (.Act") between Ameritech Illinois, on the one h8nd. and AT&T and MCI Metro
Access Transmission Servicel, Inc. (-Mel-), on the other, the islue of wNt prices
should be established, under Sections 252(d)(1) and 252 (d)(2) Of the Act. for
AmeritKh Illinois' provision of inten:onnection, unbundled network elements (-UNE.-)
and transport and termination of local traffic pursuant to the interconnection
agre.ments tna! were the subject of those arbitrations. On September 9 and 10, 1996.
respectively, Sprint Communications, L.P. rSprint-) and AT&T filed petitians to open
separate proceeding. to addre. those pricing ilsue.. In response to these petitions
and motions to sever, on September 25, 1918, the Commis.ion enter. an order
initiating Docket 91-00486 to investjgat. Ameritech Illinois' fotwIIrd looking cast studies
and establish Section 252(d) prices for Ameritech Illinois' provision of interconnection,
UNEs and local transport and termination under its interconnectjon agreements. In
initiating Docket 96~86, we contemplated that the prices that we adopted in lhe
docket would be incorporated subsequently into Amernech minotl' interconnection
agreements through amendments to those agreements.

02/18/98 WED 18:52 (TI/Rl NO 5109)
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On September 27, ,.. Atnet'tteCh illinois filed tariffs to establish prices and
other term. .nd canditioM for interconnection, UNE. and local transport and
termin8tion that would be ava'l8b1e for JtLRhUe by all local carriers (including those
not p8t1y to an intereannactionagreement with Ameritech Illinois). The.. tariffs also
revised the prices of Anwitech 1IUnoi.' .JCilting UNE t.m offering. to compty with
reguletions that the Fllderlll Communications Commission (-FCC·) promulgated on
August II, 1998 in CC Docket No...18 to implement 5ec:tiona 251 and 252 of the Act.
The FCC dHcribed and discussed tno.e regulations in debil in itl~g~ in CC
DocDt No....(.~ On November 1, 111I, we suspended Arneritech
minois' September 27 .-iff filing and initiated Docket 98-0581 to ImeSlipte that filing.

Pursuant to notice, prehN",. conferences wtnI heIrI in Dockat 98e04. before
a duly .uthorized Hearing Examiner of the Commission at itS Chicago offices on
October , 1 and 15, 11M. The following parties petitioned for and were granted leave
to 'ntervene by the HMring Exwniner : AT&T; A.R.C. HelwDrks. Inc.; the Illinois
Independent Telephone Auociation (-UTA"); SBMS Illinois services. Inc. ("SSMS");
Cansolid.ed Communications, Inc. ("CCr); TCG; WOttcIcom, Inc. (·WOrtdcom-);
Central Telephone Company of Illinois reenter); the Cable Television and
Communications Association of illinois (-eTCA-); the Citizens Utility B08f'd f'CUS-): the
People of tn. State of Illinois (-AG-); MCI; McLeod TelerMnagemen" Inc.; One Stop
Telecommunications; MFS Intel.". of Illinois, Inc. (-WS·); Sprint Communications
Company l.P.; and Telefiber Networks Of Illinois. The City of Chi~o (·Chicago·)
appeered as a party. The Illinois Commerce Commission Std (·Stafr) .'so appeared.

On October 28, 1996, Ameritech Illinois filed its TELRIC studies with the
Commission pursuant to the September 25, 1998 oreler. an addition, Mel filed the
Hatfield Model Version 2.2 Release 2, on this same date. On December , 8, 1991, MCI
sent a letter withdr8Wing the Hatfield Model on the basis that updates to the Model
would not be available until early January, 1997.

Pursuant to the schedule established by the Hearing EzIIminer in Docket 96
0486, Ameritech Illinois served its prepared direct testimony in that docket on
December 18, 1996. On January a, 1997. Ameritech Illinois filed a motion to
consolidate Docket 96-0669, the suspended UN! tariff docket. with Docket 96-0486.
While that motion was pending, Staff and Intervenors in Docket 96-0486 served their
prepared dired testimony on February 14, 1997. On MM:h 6, 1997, the He.ring
Examiners in Dockata 96-0481 and 96-0569 granted Ameriteeh Illinois' motion to
consolidate. Pursuant to tn. schedule established by the Hearing Examiners, Staff and
Intervenors served addltional prepared testimony in the consolidated dockets on March
7, March 31, April I and May 2, 1997. Arneritech Illinois served additional prepared
testimony on March 31, April 1, April 4 and May 2, 1997.

Pursuant to notice, evidentiary hearings in the consolidated dockets were held
before duly authorized H.ring Examiners at the Commission's Chicago offices on May
12-16 and May '9-2', '991. Testimony on behalf of Ameritech IIUnois wes flied by Mr.

2
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Cavia Gebhardt, Va President Regulatory Affairs for Amer1tach Illinois: Mr. Thom.s
O'Brien, Director ~ St8te RegulMory Planning and Policy for Ameritech IIUnois; Mr.
William Pa'mer, Director of .Econamic Analysis at Ameritech CorpcntiDn; Mr. Daniel
Ir.hurst. a Partner with Arthur Andersen: Mr. Edward tMrsh, Jr., Dtrator of
Regulatory Support in Ameritech Corporation's Public Policy OrganiZlllion: Dr. Debra
Aron, • Director of Law and Economics' Consulting Group; Mr. Mich.' Domllgola,
Financial Plannil"tg Analyst for Ameritech Corporation's Treasury Department; Dr.
Robert Korajcyk, Pralessor of Finance • Northwestern University and a Principal of
Chicago Partners, an economic litigation support consulting firm; Mr. Paul Quick,
Director of Integrated Strategies for Ameritech ,..., estate group; and Ms. Roberta
Garland, a consulting aetwI1)' dlUated with Arthur Andersen. Tutimony on behalf of
tha Staff was filed by Mr. Dougla. Price, Supervisor of the Ratas Section in the
Telecommunications Division; Ms. Joy NicdllO-Cuyugan, Senior Financial Analyst in the
Public Utilities Division; and by Mr. Christopher Grav., Ms. Rasha Toppoz"'Yow,
Mr. Jason Hendricks, Mr. S. Rick Ga.,.rin. Mr. hmuet Tate. and Mr. Samuel
McClarren, Economic Analysts in the TelecammuniClltions Division. Testimony on
bahalf of AT&T was Ined by Mr. James Henson, AT&Ts District Manager • State
Government Affairs; Mr. Jam.s Webber, Senior Consultant with Competitive Strategies
Group, ltd. a consulting firm; Dr. Janusz Ordover, Professor of Economics at New York
University; Mr. llruca Sennett, Assistant Vice Pnasident - Govemment Affairs for
AT&Ts Central Region: and Mr. RObert Sneny, a principal member of AT&T's
Technical Staff. Tastimony on behalf tit Mel was filed by Dr. August Ankum, a
consulting economist; Mr. Michael Starkey, a PrinciPIII of Competitive Strategies
Group. Ltd.: and Mr. Cart Giesy, Regional Director of Competition Policy for MCI's
Northern Region. Testimony was filed jointly on behalf of AT&T and MCI by Or.
Bradford Comell, Professor of Finance at UCLA and President of FinEcon, a financial
economic consulting firm; Mr. Michael Majoros, Vice President of Snavely, King,
MaJOros, O'Connor and Lee, Inc., an economic consulting firm; and Mr. Brad !ehounek,
Senior Consultant with Competitive Strategte. Group, Ltd. Testimony on behalf of
WorldCom was fUed by Mr. Joseph Gillan, a consulting economist. Testimony on benalf
of Consolidated was filed by Mr. Edward Pence, a Senior Maneger for Consolidated. .
Testimony on behatf of TeG was filed by Mr. WilU.,., Montgomery a Principal of
Montgomery Consulting. At tne elose of the healing on May 21, , 997, the record was
marked "Heard and Taken:

In our First Interim Order the tariffs filed in Dodcet 96-0589 were cancelled by
agreement of the partie. wtIife we continued our consideration of the issues in this
consolidated docket. On June 1', 1997, Staff, Ameritach Illinois. TCG, Worldcom and
cel filed initial post-nearing briefs, and AT&TJMCI filed • joint initial post-h••ring brief.
On June 25, 1997, Staff, Ameritech IlIinoi., AT&TIMeI, rCG, Wol1dcom and CCI filed
reply brief. ancUor draft orders. On August 8, 1997, the He.ring Examiner issued a
Proposed Second Interim Order. Ameritech Illinois, AT&T/MCI, CCI, WorldCom, lCG
and Staff filed Bri.fs on Exceptions, and the same partie. with the exception of leG
filed Reply Briefs on exceptions. The Commission has considered tha exceptions and
replies and appropriate changes hall. been made to the Proposed Order.

3
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.... turning to our ~.ton of the con'••" and the evidence ir
ttwIe consoltdatMt ClIOc*ets .. our anatyIta Ind conc:tu.eona on that eviderw:e
_ note th8t the .procIuCts and MlVIcH addre in tN ing are subject tc
...... I. - ~ty the~ - " that the Act -, 8IMI"CJ other things, tN
....iahment CJf ....., terms ind c:andittona for ,.. produoII _ services. AI.,...,It. our findings and conctuaiona .. ,......ty "tformed circumscribed by ttH
Act. In P*ttcular. the pricll for I~. UNla local transport anc
termination that we ....ish here, to be subM..".ay incorporated ina
intllrCOMeCtion agre.ments Of tariffs...pelned by and muat campty with Sedionl
252(d)(1) and 252(d)(2) GI the A&.t. Those Sections provide. fallows:

(d) PRICING STANDARDS.-

(1) INTERCONNECTION AND NETWORK ELEMENT CHMGES.- Determination
by a. State commission of the JUSt and rntOI'\IIbte ... far the interconnection c
facilities end equipment for purpo_ of subllction (c)(2) at Metion 251, and the jus
and reasonable rate for network etements for purpoMS of lUbaeetion (c)(3) of SUd
section -

(A) shan be -

(i) basad on the cost (determined without~ to a ... of retum or other ,.
based proceeding) of providing the interconnection or netwatk element (whtc:hevt
is applicable), and

(ii) nondiscriminatory, end

(B) may include a reasonable profit.

(2) CHARGES FOR TRANSPORT AND TERMINATION OF TRAFFIC.-

(A) IN GENERAl.- For the putpOMs of comptiance by an incumbent toe
exchange carrier with section 2S1(b)(S). a SWte commission shall not consider, tt
terms and conditions for reciprocal compensation to be just and reasonable untess-

(i) such terms and conditions provide for the mutuat and redprocat recovery t
each carrier of COlts associated with the transport and termination on each carrier
network facilitie. of calfs that originate on the network facilities of tt'\e other carrier: an

(ii) such terms and conditions determine such costs on the basis of • r...ona&I
approximation of the addltioMI costs of terminating such calls.

(8) RULES OF CONSTRUCTION.- This paragraph shall not be construed-

4
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(i) to preclude ...........nts thlt afford the mutuat 1'IICOvery' of costs through the
cdrMttIng of rwciprocal obit_tons, including .".."gements tMt waive mutual recovery
(such as bill-end-keep amlno-ments): or

(ii) to authorize the Commission or any State c:ommiuion to engage in any rate
regUlation proceeding to est..is" with "."icullrity the additional colts of transporting
or terminating calls. or to require C8rrilt's to maintain records with respect to the
additional costs of such CIIUS.

We also now that the August 8, ,.. Regulations promulgated by the FCC and
accompanied by ttle fl;C Ordtr implement the provisions of Sections 251 and 252 and
further addre.s the prices, terms and conditions which the FCC intended to be
applicabl. to Ameritech Illinois' provision of interconnection. UNEs and local tr.,sport
and termination. On OctOber '5. 1911, the U.S. Appellate Court. Eighth Circuit issued a
stay of certain of the.. regulations pwMfing fUf'tIW review taw. \ljlilillfjparJI y. FCC.
109 F.3d 418 (8" Cir.), mil,," to v_...... 117 S. Cl ..21 (1911). Ameritec:h
Illinois maintains tnat it complied with aU of the pricing-relating provisions of the FCC
Regulations and the related guidance set forth in tt'te FCC: Qrd!f in c:onduc:ting itl cost
studies and'developing the proposed prices that it pre.ntad in the.. consolid8tect
dockets. Staff and Intervenors atso relied on the FCC pricir1g regulations to a
substantial edent as touchStones for their felpealy. positions in these dockets. On
July 18, 1117, the App4ltlate Court entered its .,nton vacating the following provisions
at the FCC pricing rwgutations: 47 C.F.R. H 51.303, 51.305(.)(4), S1.311(c),
51.31S(c)-(f), 51.317 (In 1MI"t), 51. 405, 51.505-51.515 except for 51.515 (b), 51.60'·
51.611, 51.101·51.717 (with some exceptions) and 51.101. The general basia for the
Appellate Court's decision was that the FCC nad eJlC8eded lts jurisdiction and authority
under the Act by eltllblilhing regulattons goveming the pricing of intrastate
telecommunications services. The Court held that the Act r.erved these matters to
the states. Although the vacated FCC pricing regulations are not binding upon us, we
believe that they provide useful guidance in reaching our own conclusions concerning
the proper application of Sections 251 and 252.

II. CONTl!STIED ISSUES

A. Re,.tlolt.It,p 8etwee" Wholes.l• • "d UNE Rates

Position of Ameritech Illinois

In its testimony in this proceeding. Amenteen Illinois e~resses its concern that
the IYailability of end-to-end network element bundling at rate levels that are
inconsistent with those established for wholesal. services would encourage rate
arbitrage by new entrants. (AI Ex. 6.0 at 27-28 and AI Ex. '.0 at 23-2~). To alleviate
this concern, the Company recommends that the Commission be mindful of the
Flcnential for arbitrage wnen detormining the prices of UNE•. (AI ex. e.o at 3'). AI eaG.
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that "the pricing of unbur'Ide.ct networtc elements mUll ... r81JonaIized rat.tiv. to the
prices far .. carr.pDildq NSOICI MNice." .. that the "[p)rioes for unbundled
network e'ements should be equal to or higher th." the ~1Ib1e prtc:n far resold
service." (AI Ex. 1.0 et 24).

In ..,.. of ita recommendation, AmeriteCh Illinois·stat. that there is no
difference in the rilk incuna by thl purcne.. Of encHo-end UNEs 8nd the purchaser
of whol.sa'e service•. It claiml that an end-to-end network element purcn-r will
benefit from lower pricel at the e..nsa of Arneritech illinois and its shareown... As a
result. good pubflc: poticy requires the ratiO"aUution of the pricing of network .Iements
with the pricing of whole.te pricel to avoid luch ., unwarranted result. (AI Ex. 1.1 at
14-15).

Finally. AmwiteCh IHI... statea that lts rtlcommended UNE pricing approKh.....Ii..,.. the aDjective of Mltlng whoIeMle rates as a price floor for UNE r.s.
whl"e stlll.chlrlnSJ to the different pricing ..,dards in the fed..... Act. (!5l at 15-15).

.....tt.., of AT&T

AT&T disagr... with Ameritech nlinoia' prapolat to mandate a pricing
.....ion.htp betwean whol_te services end UNI!s for I8verIII ....son.. AT&T witness
Ordover points out that Ameritech hM failed to establish th8t the cost of end-IO«1d
network .......nt bundlfng wlfl be uniformly te.~ tNn the price of resold

. services. (AT&T Ex. 3.0 at 36). Dr. Ordover adGIlhat if some ntIW entr'" purcha..
ena-to-end network etemertts and tep'icllte the incumbent LEe's currant affering., if the
prices charged by th_ new antrents .r. lower then the Incumbenfs ,-.taU r••I, th8t
will fDrce the incumbent LEe to reduce its retail rat... thentDy reducing its whole,,'e
rates. He finds this to be a positive outcome of competition. (AT&T Ex. 3.0 at 36-37).

Position of Starr

Staff opposes AmeritllCh Illinois' proposal for the establishment of • mandated
pricing relationship between wholesale rates and UNEs rates. Staff maintains that there
is a significant difference in the le".1 of both benefit and risk 1nc:urrwc:J by a new entrant
when choosing to offer local service through UNEs compared to resale. There are also
significant differencel in the le"els of benefit and risk incurred by the incumbent LEe.
These differences in benefits and risks make it difficult to conclude now UNE rates
should compare with who'e••le rates or that it is appropriate to utilize whole.aJe rates
as a price floor for UNEs. (Staff Ex. 3.00 at 12-13). Staff cites discussion in the FCC
Order in support of the•• assertions.

Staff also qutrstions the feasibility of Ameritech lIIinoil' propos.t For exampl., if
the Company's intention to plice the sum of all UNes equal to or gr.ater than the sum
of its whole.ale rate. were adopted, then how would the rete of the individual UNEs be
determined? ShQuld they be determined based on their individual easts to attamJ't to
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remain consistent with· section 252(d)(1) (if tMt is possible)? If so. then what should
aM do if the sum of UNE rate. based on costs Is lesl than the .um of whal..ale rlltea?
(Staff Ex. 3.00 at 13-14).

Std naws that tM pricing atandarc:ta estaDlished in the faderal Act for whole,,'e
services are distinctly dm.renl from thou ••t8blished for UNEs. SlICtian 252(d)(3)
requires that wtIo...... ,.... be let beled on retai' rates t.1 • .,oidable costl.
However, r.tes fOr interconnectian and UMEs must be bliNd an coat~t to
section 252(d)(1). AA attempt to equate the rate. far UNEs with thoR for whoteule
services would render section 252(dX1) meaningles•• because it wauld, in effect, base
the sum of UNE rates on total Ameritectt minois retai' rates far local services less
avoidele cest. usa. at 14-15). If the sum of UNEs rat.. were HI ......, to the sum of
whole.ale rate., how would rata for "interconnection" be aet? Interconnection is
IUbject to the same pricing requirementl as UHE, (section 252(dX1». (!i,. at 15). Staff
ctaims that it never received satisfactory answers to th.- questions from the
Company.

Commission Analpl. and Cenci_on

Tne Commislion rejects Amerit.en Illinois' proposal tn.t there ba a mand8ted
pricing relationship between whole.... rates and UHEs. As Staff has noted, the pricing
standards under the Ad are distinctly dift'erenl. These reflect Congress' intention to
establisn two means by which local ezchange competition could be facilit8ted. We also
agr.. with Staff that the benefits and risks of the two methods of market participation
also are different.

Pursuant to Sedlan 252(d)(3), what_Ie rate. are b8sed on retail r.tes less
avoided costs, e,sentially a top down approach. Section 252(d)(1) est8blishes "coar
as tne basis for pricing UNE. and interconnection - • bottom up approach. Th.. is no
readily ascertainable relationship between the "avoided costs- of Sedion 252(d)(3)
and the ~costs" identifted in Sedion 252(d)(1) such that any difference between prices
based upon the two standards need to be "rationalized.- There is certainty nothing to
indicate that Congress intended the states to ensure that the incumbent loc:at exchange
carrier ("LEe·) receive "at feast the same revenues whether a competitor chooses to
seNe a customer by purchasing whalesale servIces or unbundled network elements:
(At Ex. 1.1 at 15).

1
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,. Cost of Capital.

~'- . - :.:-

Five wilnes... pM...... teIti~ regarding the .,oprtete cost of cepitIIl
component to be incorporated in the TELRIC analysis of the Company's cost of
providing interconnection and unlwndlM network elements. ThrH witnelles.
Amllritech lllinoi. witne.. Domagola. ATTIMCI witne•• Cornell and swr witness
Nicdeo-Cuyug8ft. undertook i".,."."t coet of CllPital '-yae. to dewlap an overall
cast of ca"ttal recommend.ion. ..... on hi, ....,.i. Mr. DornegoIe estimated the
cost of capital to be in the renge of 10.&% to 14.0%. FrDm this ,..•• the Company
witnels Palmer salected a weightM ........ COlt of'" ("¥lACe") at 11.5% to be
used in il. cost studies. Dr. Comell. _ • reault of his .tud.... dlltermined the WACC is
to be in the range of 9.12% to 10.31-" with a mtdpaint of e.7.... MI. Nlc:cI8o-Cuyugan
concluded the appropriate cost Of capital to be I.S~. Company witnell KDrazcyk
supported Mr. Domagala's methodology. TCG witness Montgomery identified C8f't8jn
perceived deficiencies in Ameritech Illinois' analysis and proposed seve...' corrections.
We tum now to the specific disputed issues.

a. CatritaI Structure

Position of Atneritech Illinois

Ameritech Illinois witnes.e. C0m8gola and Korajc:zyk recommend using the
average June 30. , 996 market value capital structure of twelve telecommunications
companies as tne Company's capitaj structure. Mr. Domagala calcul8led the debt to
market equity ratio. for each company in nil sample group and took an average of
the.e ratios, including Arneritect'l, Inc., to arrive at. debt ratio of 25.3% and a resulting
market equity ratio of 74.7%. (AI Ex. 7 at '4-15).

Or. Korajczyk, testified to the theoretical validity of the use of m.ket-b••ed
ratios in determining an appropriate cost of capital for • firm and that such views .....
advocated by the best texts on corpor.te finance wh~ writtan by ac.demics or
practitioners. He explajned thet use of book v.lue weights for the equity and debt
camponents at the capital structure wilt underestimate the cost of capital and induce
logical inconsistencies in the way a firm's cost of capita' is calculated. He also wamed
that regulation which imposes a price structure assuming an artificially low cost of
capital will lead to underinvestment in that service by competitors.

The Company argued that under traditional rate of retum regulation, whwe tne
utility held a secure monopoly position and protection from competition and the rigors
of the marketplace, the use of book values for regulatory purposes was less
problematic, but it would be entirely inappropriate to continue a regulatory approach
which would systematically understate tne cost of capital in an environment
characterized by competition a"d daregulation. Amerltec:h Illinois el.lms that to do so

I
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would place it at an unfair competitive diudv8nt_ and i~ly disenchant
competitors from making flcilitiel......a invutmentl. In acldition t it would "so be
contrary to the cost stMdardS contained in t.... Ad .,d the~

In response, Staff .-gued that since Arneritech Illinois is not market traded, it has
.QQ market valu. capital structure. Unlik. the cast of equity, which aln be estimated by
using a sampl. of firms comparable in risk. a firm'. capita' struc:ture (marle.t value or
book value) cannot be estimated by using a co"..,.... sample. Companies
comparable in risk can, and do, have significantly different capital structures. second,
Mr. Domagola failed to estelish how the mit.' vIM capital structure of the
telecommunications firms in his sample, two of wNch dWtve most of their rev.nu.s
from non-telephone busine_s (Altle' and Cincinnati a.tl), would be reflectiv. of
Am.ritechUlinois' nwgin.' c.pihll structure. Third. despite his cI.ims th.t his proposed
capital s1ructure is consistent with Ameritech Illinois' objective of maintaining a capital
structure that.supports itl ov.ra" business strategy and .11ows it to lustain 8Il'Pf'QPriate
leYels of investment in the business while preserving a debt rating that muimize.
financial ftexibility (AI Ex. 7.1, lit 4-5); he 'ailed to demonstrate why his st.ted capital
structure objectiye is ,....0".,1., nor did he demorwstrate why • capitat structure with
744.7% common equity is necessary for Ameritech Illinois to meet such an objective.

Position of AT&T/Mel

Since the entity unw study is a subsidiery of a holding company and where, as
here, that .ubsidiary h.. no pure play cam~te compani.. which are publicly
traded. Dr. Comell used the Ameritech Corporation consolidated capital strudure as
the starting point for his analysis. (AT&TIMCI Joint Ex. 4.0, at 30-31). In this aiM.
however, Or. Comell believed it appropriate to temper the use of market weights
because he views the network element le••ing business as being a virtual monopoly
sUbjed to little competition. He .".raged the Ameritech capital compan.nt weights
with tha weights of t'tis group at comparable campanies to produce what he re~rded as
a representative capillli structure for purposes of the WACC analysis. (AT&TIMe_ Joint
Ex. ".0, Attachments 8C-2 and BC-10). He also presented the capital strudure based
on both book value and mll'kat value weightlngs and, atter assigning trle component
costs he deemed appropriate, averlg8d the result deriv.d, based on the av.rage book
value structure (including short-term debt) - 43 percent equity/57 percent debt, - with
the results derived based on the avarage market value structure (including shon-term
debt) - 7S percent equity125 percent debt - to produce his final cost of capital
recommendation. (AT&TIMCI Joint Ex. 4.0, at 30-32 and Attachment BC-10). Or.
Comell also provided Ameritech-lpecific book and market capital structures indudin;
short-term debt of S1 percent equity'49 percent debt and 82 percent equity"8 percent
debt, respectively. U4., at 31 -33 end Attachment le-9). However, he noted that the
use of these structures, while producing slightfy higher estimates of the cost of capital,
WQuld not increase his recommendation significantly. (!la., at 33). Effectively, Dr.
Comell recommended using a capital structure that consists of 4' % long-term debt and
59% common equity.
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AmlHitaa'\ IlHnoil rntI~ tMt Dr. Cornetl's view of UNis ..~y
services was WftIf'II. It 01..,.,. Iha1 Dr. CDmeIl ned no Dais for hit opinion • to the
state of~ 01' monopaty nIltUrW of UN!. in .IlHaIII he had dane no
study of that issue and W8S ignorant of the most fundamental information concerning
that i.,.. in this..... TheC~ pointed out that there •• at lealt four facUlties·
ba.M com.,.,i. c:urrw1tly providing .... .~ Mf'Yjca in Chicago and
downstat., and at I.- 24 faciMties-DaHd C*tificated LEes. In acIcIition Arneritec:h
IlIinoi. believes it will f-=a significant competition from cabl. television and AT&Ts
wirel... technology.

Staff as..ned tNt the ATTIMCI approach suffered from the same deficiency as
the Compeny's becaUse it used a camp.able firms analysis for determining capital
Itrue:t&"re.

'oeition of Staff

Staff witnall Nicct80-C~ rtIGCImmencted using the CampanY'1 .verage
actual capital structure for tt'w )'Nr ending 5eptemtMIr 3D, 1III. Her rec:ommenc:ted
Cllpital Itrudunt cens.1tS of 23.3" Ihott-term debt, 35.5% long-tarm debt and 41.ztIt
common equity. She testified t....t the appropriate capit., structure for this prac:aeclng
would reflect the proportion of capital th.t Amerttec:h lII'noil would ..... on tbt !!!IfIin
to finance~ investment. (Staff Ex. 4 at 4-5). Howev., she noted that determining a
merginel capital structure with certainty is difficult becau.. it requ;rea a forecalt of haw
a firm will finance future investment. A firm's target capital structure is useful in
determining a firm's marginal capital structure lira It il ,..aaonable to assume that a
firm will rai.e new capital in proportions consiltent with achieving its target capital
structure. Since Arneritech Illinois did not identify a target capita' structure. Ms.
Nicdao-Cuyugan examined recent trends in its capital strudure. That eqmination
Indicated Ameritec:h Illinois' actual capital structure has not changed significantly since
it discontinued following FASI 71 in 1994. In addition, the Company has not Indicated
any intention to aftar slgnifecantty its actual capital structure. To maintain itl current
capital stru~ure, Ms. Nicdao-Cuyugan testified tMt it would need to raise capttal to
finance tutur. investment in proportions consistent with its adual book value capital
structure. Since new capital is rwcorded at market value on a company's books, the
book value of .aa capllllt equals Its market vatue. As a result, the marlcet value of
Ameritec:h Illinois' marginal capital structure would have proportions similar to its actual
book value capital structure. Thus. Staff asserts that the marginal capital structure
proposed by itl witneM for Ameritecn Illinois is no more a booK value capital structure
than it is a market value capital structure. (Staff Ex. 4.02 at 2"".

Am.riteen lIJinais responded that a -margina'- capital structurw is not a standard
that appears in the Act or the FCC Order. In fad. the FCC rejected the "marginal
increment as the appropriete increment upon which ,to focus for TELRIC purposes in its
discussion of services for TSLRIC and TELRIC purposes. In addition. Ameritech l\Iinois
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rHPO"dacl that .....,-dI". of whether Staff refers to its propoaed capillli structure as a
Mmarginal·or M8CtUaI· capital structur., it nonethel_ rep.....nt. a _tel .tructure
inappropriately b_d exclusively on book equity ratios.

AmerileC:h Illinois also rnaintllins that Stafr. recommended _tal structure
reflect. the full effect. of the huge writedown of ••s.. of approximately S1.2 billion
which occurred in 19M •• a ....ult of the discontinuance of FASII11 due to the inability
of regulators to a.sur. recovery of inve.tments in the iN:re8.irlgly competitive
telecommunications mwket. It alSO argue. that Staffs attempt to ..abUsh e target
aIP!tal structure through the use of book based ratios is contr.ry to the authoritative
sourcel which Staff cite. in support of its position.

Commission Analysis and Conclusion

The Commission will utiliza Staff's recommended _tel structure. As Staff
cogently Itated, the capital strUcture issue presented is: -In whllt proportions will
Ameriteeh tllinois issue new capital if it were to finance new invatmenrr' Contrary to
the Company's arguments, we consider Ms. Nicd~uyugan's approech to be
conceptually sound. StafF's proposed cak:ulation of the nwginal coat of cap_' equal.
the incremental colt of capital which is tne theoreticany carrect. approach to determine
a forward-looking cost of capital.

Having concluded that Staff's theoretical basis for determining the appropriate
C8,pitalltruc:ture is acceptable, , the next question is what .... the appropriate debt and
equity proportions? Although target merket weights ideally should be uaed to determine
the proportions of a forward-looking capital strudure, Ameritech lItinois did not identify
any target market weignts; and since its common stock is not publicly traded, an actual
market weight cannot be determined. Therefore Staff reasonably concluded , and the
evidence of record indicates, that the Company will continue to isSUlt new capital in
proportions similar to tn. proportions of its actual book value capita' structure. It was
shown that Ameritech Illinois has not significantly deviated from those proportions in
the recent past nor has it indicated it will deviate from those proportions in the future. In
effect, Staff'5 approach assumes that an UNE busine.s would be financed with such a
market capital struc:ture if it were a stand-alone company. We find that to be a
reasonable assumption.

Furthermore, most of the Company's objections are based on a serious
misconception regarding Staffs proposal. As Staff pointed out, its propo.ect capital
structure il DRl reallv a book "alue capital structure because capital raiseel to finance
new investment il recorded at market value on the compllnY'S books, therefore, the
book value of new capital equals its m.rket value. The debt and equity proportions of
the market value of new capital have the same proportions al the book value of new
capital. Mor. importantly, Staff used book values as a proxy for future capital Itrudure
because, as indicated abov., it was impossible to determine 8 forward-looking capital
structure in the manner suggested by financial theory. Staff is not using 'book values as
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a ....._ far a forward looking capital structure, it is u.ing bOOk values .. a mean.
to determine one.

AmerittlCh IIHnois did not ptlrsuIIsively demonstrate a meaningful relationship
between the ~-. s&ructure. of the firm. in ttl sample group and itl own fcww.d
loalUngcoat of caput Quite' apan from the iN!PP"'priate "1M of the firms to which
.." objected, campan.s which are comparable in rislc often "ave signiftcllntly
different capital structure.. VVhile we will not go 10 far .. to Ny that a sample group
never can be used to establish an appropriate capital strudure for a firm, tnllt type of
data must be interpreted with care.

We have additional ccnfic::lenc:e that Ameriteeh t1tinois' current book ratios .re an
accurate and suitable indicator of its future c.pIUIl structure beca"," in Doa.t 12
0448 after an ..naive review, we rejected ....g.tion. th.t its capital structure was
being manipulated by its~ corporation. CCll'Nspondingty, If the CGmI*'Ys
proposed C8Pital structure genuinely reflects the J*ropor!lon. in which ,new c:apital will
be r.ised, then one waukt expect some corroboration eittwr in the trend or book ratios
or in the planning documents of the Company. For """"'., an anticipated incrMM in
the equity ratio woulCS be demonstrated by Ameritect't hlinois pi.,. to issue new stae::k,
retire debt early or reduce its payout rMio. To the contrary, the evidence shows that
there has been no significant change in Amerttech Illinois' capit., structure sinea 1114,
and no evidence of any plan. to make significant cnanges in its capital finance policies.
Also, it provided no evidence supporting Mr. Domago:la's .stH'tion th.t a 7•.7%
comman equity ratio - a level Ylhich we believe is unprecedented in COtT\miuion
telecommunications praceedings - is necess.,y to support Ameritech fIIinois'
unbundling and interconnection activities. Finally, 8ven if we agreed with its
a....sm.nt of current and future competition in the UNE and interconnection services
markets, which we do not, the Company ha. not e~'ained how and why this would
translate inte such. drastic departure from its current capital finance policies.

It Coat of Equity

Position of Ameritech Illinois

To arrive at an appropriate range for the cost of equity, Mr. Domagola utilized
both a DCF and • CAPM analysis, but indicated that his preferred methodology is the
CAPM analysis, which is utilized in estimating the co.t of capital for intemal corporate
purpo.... In his .nalyses. he utilized a peer group of 12 telecommunication
companies, which included Ameritech Inc., as a proxy for Ameritach 'ninois. (A' E~ 7 at
Schedules 2,6 .,d 8). Mr. Domagala first employed a lingle-Itao_ DCF model which
•••ume. that long-term earnings growth will continue at pre..nt projected leve'. into
the future. This .nalysis .mployed a quarterty DCF model, cloling Itock price••s of
Odober 10, , 996, and Institutional Brokers Estimete System (-'SES·) and Zacks
Investment Research ("Zacks·) five-ye.r ••mings per share growth rates. (AI Ex. at 7
10). To illustrate the result when reducing growth rate estimate., Mr. Oom_gola also
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employed I two-st8ge DCF model. He devetoped this I'I'IOdeI by averaging the pHr
QtaUP samples (including Ameritech) low-end growth rMa • r.... by ZDs and
IBES. (Ibid. at 10-12). Mr. DOfMIOIa also petfonMd a C•• Asset Pricing Model
(.CAPM') analysis thee utilized three-y.. data periods obtained from IBES and two

.yMr dalta periods derived from IItoomberg Finlncial~_.t... (·.tooml:Mlr;·), a
sia-rnonth .v.... of • 2D-ye.r U.S. Tre.iury Bond (7.11%) a. the risk-fr.. rat., and
tn. average excesa return ov.r long-term govemment bond income returns from 1926
to 1915 (7....). as hi, merket risk premium. (AI Ell. 7 at <4-6: AI Ex. 7.1 at 10,
corrected). In hil direct testimony, Mr. Com.1 recommended a cost of common
equity range of 11.1% to 15.35%, with a midpoint of 1•.0I'A1. This was baled on a cost
of ....ity range of '1.5" (DCF result for peer group) to 15.ft (CAPM result for
Ameritech, Inc.). (AI Ex. 7 at 13-'4)........ed both his CAPM and DCF anlllyses to
r8ftect flotation costs. Citing studiel that indicate that flotation coats for utiliti•• appear
to be in excelS of .,. Ind Ie•• than 5%, Mr. DornIIOII utJtlUcl • formull deWttaped by
Arne .nd Mwcul for C81Culating hoW the cost of equity~ be llllljuited to prevent
future flOUition COlts from diluting returns to current shareholders. ,.".. ....".nts
~ approzimatety 40 bail paintl to his estimated CAPM and DCF cast rA equity
.".tysel. Although Mr. Domagala reviled "i. CAPM ,...ults upw.a in "il rebuttal
testimony, he did not revise nil recommended cost of common equity rMge. ~. at
10).

Or. Cornell mlintains tM! it is inappropriate for Ameritech to use the 5ingl.
stage DCF model to e.tllblish the bounds of I COlt of capital r'IInSI8 becau•• the fiv.
ye.r forecasts on which the model is designed aSlume I double-digit growth r.te.
(AT&T/MCI Joint Ex. 4.0, at 38). By extension, ..suming a perpetual growth rate in
excess of the growth rate of tn. overall economy implies that Ameritech will grow to
become the entire economy over time, which is clearly an impossibility. Use of the
single-stage DCF model in conjunction with a multi-stage modef, Dr. Comell observes,
also refleds an inaccurately broad range of possible OCF equity costs which is biased
on the high side. !S..

Dr. Corn.lI further asserts that the 1.25 beta risk premium that tne Company
used in its CAPM analysis is overstated. U!L.. at 38-39). As support for this contention,
he points to alternative beta sources not relied on by Ameritech such as Value Line
(0.85) and Dow Jones Beta Analytic (0.92). The Company's beta f.ctor also impUes
that it is much ristuer than the overall SAP 500, a conclusion that is not supportable.
Dr Cornell points out that Ameritech's , .25 beta is substantially above the beta
calculated by Mr. Domagola for the peer g.roup. (AT&T Cross Ex. 23). ThUS,
Ameriteen's beta estimate does not accurately measure its true syltematic risk.

Dr. Carnell next criticizes Ameritech's reliance on the Ibbotson Associates data
from 1926 as the sale source to estimate the forward-looking equity risk premium
without considering other impartant sources such as Siegel and Blanchard, who
indicate that the forward-loaking equity risk premium could be as low as 2 to 3 percent.
(AT&T/Mel Jotnt Ex. 4.0, at 25-27, 39-40). Or. Comen disagrees that the flotation
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adjuItrMnt is nec.s• .,., ...... Ameritech il a large Fortune 500 company who..
stack t..... in an~t m-ut, and acc:auntl for future events such as financing
coati. (lSb at 40-42). Meting ~ ftcUtion device,~, r.... In double recovery of
the coat of financing. AmerittlCh has not i...... common stock over the past five years.
nor i, the... 8nY ,.Man to aped large equity flnencing in the~I. future.

swr criticiZed Mr. DornIIgoIa'. CAPM result on the bail that it placed undue
reliance on a single company's cost of equity (Ameriteoh) to dev.lop the high and of
the r.... Ma. NIca8o-C~ testified tMt becaI.. coat of equity model,
nllClluartly rely on proxies for input dUo an individual cost of equity estimate is
subiKt to",...."....nt error. HaweYttr. ",..u~.ror can be mitigated by the
uae of a sampl•• CStllff Ex. • at 28-27). Although Mr. Domagola estimated the peer
group sample's CAPM COlt of equity, he did not u.. tn8t estimate to develop .ither the
h~ or low-end of his rec=ommended cost of cammon equity range. (Stllff Ex. 4.2
at W). Staff "80 crtticiltld the .,.,. grDyP .....~ it contained firma where
mont ..., haW of the revenues are cterived from non-telephane bull"..... and
because It contained c:ornpMie. that .....~"I m.... activity (NYNEX. Bell
AttMtic. PIIdeI and sac Communication.). 8...... cul'T'ently availabl. matteet data on
",.,.inQ cofnllNlniei reftact the markets ••peetalion. of poat~ utility operations,
the me.surec:l cost of equity estima. would tMt internally inconsistent. For example.
the merging campanies' stock price and grawth rat.s used by Mr. Oom.a for hi.
DCF analYlis would reflect investor expectations of risk and rewm from the .~ec:t

merged local .xc:twlng. operations. However. the dividend input into his DCF model
(i.•.• tne current dividend to whicl'l the growth rate estimat. is applied) reflects pre
merger operations. (Staff Ex. .c at 27).

Staff also objected to Mr. Domagala's constant growth DCF analysis. alleging
that the defic1enc:l·8' in hil peer group sample renders that analysis inappropriate. Staff
indicated that if the companies to which it objects are excluded from the peet group
sample, the result would yield. constant growth DCF equity range of 13.10% to
, 3.63%. With regard to beta, Staff ma.ntJIined tnat Mr. OorMgOla'. use of Ameritech's
CAPM CClst gf ... to develop the high end of his common equity r.nge placed
undue weight on Ameritech's beta. Sta« also objected to the use of betas from
companies in the peer group sample to which it objeded and further claimed that use of
two-year betas from Bloomberg overestimates the COlt of equity. Staff also daimed
that Mr. Oomag~a" analysil yields negative a&pha intercepts and that Staff's use of t"e
current yield implied by the price of T-Bill future. cantrad, to determine the risk free
rate wa. pr.rabl. to Mr. Oem.gola's use of average 6-month spot yieldS on treasury
bonds. Staff also criticized Mr. Oem_gola's use of a non-c:onstant growth DCF model
(albeit with two growth .tage, as opposed to Or. Cornell'. tnr. growth stages). Staff's
Objection to this approaen is discussed below in its re.ponse to Dr. CorneU's testimony.

The Company responded to these criticisms. With regard to Staff's claim of
undue reliance on Ameritech's beta measures to arrive at the cost of equity eltimate of
15.9°"". Mr. Oomagola noled thal he also performed a second estimate utilizing the peer

14
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group .".,. which yieIdM. a coat of equity of 13.7%. He inciiC8ttld that including
Amerilech in the ..mp.. FNP ..r8ge r..ults in an ....... beta of .17 and a
resulting COlt of .equity. t:l13.K, wt1ile using Or. Cornell'.~ of Cllculating a
>MIightWcl aver8ge .....n the peer group rMutts and the Arneritech results would
yield a =-t of Mluity of 14.31J.. Mr. eom•• did not believe that theu result., taken
together, dlffertld ,.,..;aaty from the 1~.'~ mi_int of his CAPM results in terms of
supporting the 11.5'" WACC tNt Mr. Palmer utilized. He alao disagreed that the
objections Staff cit.. to the inclusion of certain companies in his peer group sample are
sufficient to exclude them from that group. Ameritech Illinois also noted that, according
to Staff, eliminating all the companie. to which Staff objects from the peer group
sample would yield. conatant growth OCF anatylil cost of ~ity range of , 3.10% to
13.13.... Utilizing theM caIIts of ..,ttv in Mr. Oomagola" WACC catculation still would
yield a range for the WACC (1'.•'" to 11.93%) which exceeds the 11.50" WACC
letect.. by Mr. Patmer. Mr. DoINIgola also indicmed that UN of two-year betas from
lloomberg is more apptOf:M'IlIte in the r-.:-idly chanling telecommunications industry.
He Indicated tNt the use of longer historical time hmes woutd inc:0rp0rat8 data
derived from periods when ArNtitach Illinois still enjayeG • pratected mancapoly
franchise and 0...... uncIW traditional rate of return regulation. Such is not the case
today and obviously will not be the case on a forward.fooking basis.

Position of Staff

Ms. Nicdao-Cuyugan used the constant growth DCF and CAPM rnoael. to
.sti",.t. Ameritech 'Ulnais' cast of cammon equity. She apptied these models to a
sampl. of eight telephone com~ies tram the SaPs Telecommunications Compustat
dat.b.... The =",p.nies wer8 s.ectad on the bIIsis tJf availability of market datil
needed to perform the specifted cost of equity anatyHI. Telephone companies that
were in the process of "'*'ling were exduded since their market data would not be
reflective of the o,.,..ttons of the aisting compeny. To ensure the sample's similarity
to Ameritech Illinois' prirNIry business, companies that generate the majority of their
revenues from non-hltephone operations were excluded from the tetephone sample.
(Staff Ex. 4.0 at 7). In pMorming her constant growth DCF analysis, she used iii

quarterly model, each firm's most current stock price, and forward-laoking earnings per
share growth rates published by IBES and Zacks. The telephone sample's reSUlting
adjusted DCF cost of equity estimate ranges from 13.30% to 13.87~. (Staff Ex. 4 at
22-23). Ms. Nic:dilo-Cuyugan alae presented a CAPM aNlysis utiliZing the risk-free
rate of retum Implied by the prices of T-Bill and T-Bond futur.. contracts. She testified
that und.r current ",.rket conditions, the T.sill yields CUfTlntlx provide II more
reasonable estimate of the true rilk-free rate while T-BUts yietd yieldl overstate the true
risk-free rate. (Staff Ex. 4.0 at 13-17). Her mnat return of 14.47% was determined
by conduding a cons'ant growth DCF analysis for the individual firms that compos. the
sap compolite index. Ms. HlcdllC Cuyugan used Men111 Lynch's beta calculation
method to derive bet. estimates for each firm in her lampIe. The average calculated
beta estimate for the telephone sample MI. Nicdao-Cuyugan used in her CAPM
analysis is 0.85. (Staff Ex. 4 at 12-2'). She formed her recommended cost of common
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equity rlnge of 12." to 13.10. with a midpoint 01 13.4CWt by: a) rounding
th8te1ephDne urnpIe CAPM c:oet of ~Yity - on the T-Im ytekf (13.17¥t)
to the nuntat ., _is~. or 13."'; tt) roanIing the~ fII the tel.,..,.
sampte DCF-derivtId estimate. of the COlt of c::omman~ (13.5ft) to the "..••t
10 basi. points. or 13....;.nd c) ..,8ndi"l the """'"1 ,.,... 13.201' - 13.tICNa, by
80 baail paints to f'KDI"lz. the imprecisiorl 'f"-.nt 'n estimates at the cost of
common equity. CSbfff Ex. 4 at 23-25). Ms. Nic:dllo-Cuyupn did not recommend a
flotatiOn co.t adjustmem.

Amentech Illinois di...... with the St"" critici.ms of Mr. DomagoIa'l COlt of
equJty analylii. NoneIhe..... it noted that the rnethDGoIOSJi.. Staff utiliZed to
determine 8n _ropriate COlt of equity 'MInI not ........ity~, and that
th.y did not yield ruuItI which were unreasonable for purpoa_ of determining a
WACC in theM pro.edinga. The Co,...,y erg'*' that, if appIe.d to an appropriatety
mwkltt-bued capital stNeIure, Stllfrs calt 01.~ yleldl a WACC of 12.11~. which
SLJPlllOf"lI Mr. Patmer's use of ., ".seN WACC in the TELRIC studies (baaed upon the
av...ge of the December 31, 1915 ~ Sept.... 30. ,. nwket v.lue capital
structure for Ameritech cansilting of 19.5~ debt M1d 10.5" equity).

Position of AT&T/Mel

AT&TIMCI witn.s. Or. ComaU also performed both a DCF and a CAPM .,.Iysis
to arrive at his recommended cost of equity. (ATITlMet Joint Ex. 4.0 at 16 and 22). H.
used a group of 11 telecol'ftmunialtlon companiel, Including Ameritec:h Corporation, to
Mtimete Ameritec:h Illinois' cost of common eq..,ity. He perfoi'nMId a non-constn
growth DCF analysis which employed an .""..,.1 model, stock prices as of July 31 I

'811, IllES fiye-ye. earnings per shire growth estimIIl.. for the first growth IUIge and
a 5.61% average estimate of long-term GNP growth for the IMt growth stage.
(AT&TIMCI Joint Ex. 4.0 at 13-17 .,. Attachment ac-4). To ••'op his 11.21% DCF
cost of common equity ..timate, Dr. Cornell gave 75,. weight to the ay.,.. DCF
estimate of his 10-c:0rnp.ny peer group sample Met 25'1' _ight to Ameritec:h', DCF
estimate. He gave ;ruter weight to Arneritech in thil analysis beC8uH he believed
that it was the best source for determining the Company's cast of capital.

Dr. CorneU's CAf'M analysis utiliZed: the av.. beta of hil ten-company
sample and Ameriteen, Inc. (re-levered using Ameritec;h'. capitat structure), or .80; the
yield on a 2D-yew T-Bond, or 7.1%, and a tlme-hol'izon Mjusted T-1Jond yield, or 5.""
(T-Bond yi.1d minus-time horizon premium of T-Bonds). Dr. Cornell developed his
market-risk pr.mium estimate, by applying his judgment to various historical and
forward-looking mIlrket...,ilk premiums he calculated. (AT&TIMCI Joint Exhibit 4.0 at 20
29; AT&TIMCI Jotnt Exhibit 4.1 It 17-18) HI. CAPM ""'ysis resulted in a range of
, 1.4 "4 to ".5 % with a ".45% midpoint. 8ased on his .,.IYlis. Dr. Cornell conduded
that Ameritech Ulinois' COlt of common equity ranges from 11.21'% (DCF) to 11.45%
(CAPM midpoint) with a midpoint .stim8te of 1'.33~. (AT&TIMCI Joint Ex. 4.0 .t 29).
He did not recommend a flot.tion cost adjustment.
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